The Indonesia crisis was particularly severe. What began as an economic crisis quickly evolved in to a political crisis. Most analysts failed to recognize the growing weaknesses of the economy and were caught by surprise. In part Indonesia's economic success over the period 1985 through 1997 and its records on policy reforms had persuaded many that, despite some obvious weaknesses, it would come through the Asian crisis with minimum damage. A closer analysis of the Indonesia's economic history shows that the initial reforms, carefully crafted by a highly respected group of economic technocrats, tackled many of the most serious distortions that held back economic growth. But as these reforms began to pay off in terms of higher growth rates, sharply declining poverty rates, and an increased level of integration in the global economy, the desire for further reforms waned. Over time the beneficiaries of the early reforms allied themselves with the political elites to block further reforms and in effect reduced the power of the technocrats to resist a return to the dirigiste tendencies that had marked much of Indonesia's early development efforts. While the reforms were important, in retrospect they were insufficient to create an institutional infrastructure that could weather a dramatic economic downturn.
Introduction
The 1997 Asian financial crisis affected a number of the so-called "Asian Tigers" but reserved its strongest, and most lasting, impact for Indonesia. That country's economic implosion caught observers and analysts by surprise because few thought that the Indonesian economy was particularly vulnerable to a financial collapse.
1 Admittedly
Indonesia's economic performance did not match that of the early East Asian developers -Singapore, Hong Kong, Taiwan and especially Korea -but its economic achievements, especially beginning in the latter half of the 1980s and through the first half of the 1990s, had earned Indonesia's economic team increasing respect. Indeed during the period from mid-1985, when a number of major policy reforms were put into place, until mid-1997, when the economic crisis took its toll, Indonesia's economic performance suggested that it was well on its way to joining the ranks of the "Asian tigers." Indonesia's real GDP/capita income, shown in Table 1 , grew at a rate that matched that of the rapidly growing Asian economies, especially Malaysia and Korea, although admittedly Indonesia's growth began from a lower absolute per capita income level.
It is perhaps not surprising then that many analysts, encouraged by the improvements they observed in Indonesia's economic management and the results achieved in terms of rapid growth, structural change, and poverty alleviation, praised Indonesia as one of It was also during the 1990s, when Indonesia seemed on a fast development track that its economic policies were held up as an object lesson for other developing countries, most notably for the lagging African economies. 3 Indonesia, which had put in to place many of the policy prescriptions that closely resembled the "Washington Consensus," was considered an appropriate role model because it had managed to shift from a relatively closed economy with strong protection for nearly all domestic sectors, to a more open economy that was increasingly able to compete in the global market. Not only had this transformation been successful, resulting in a substantial acceleration of economic growth combined with a strong decline in the number of Indonesians counted as poor.
amount of outstanding short-term obligations in relation to total external debt (under 15 percent) and to total official reserves (about one-third) ." (p. 8) 2 World Economic Forum. The Global Competitiveness Report: 1997 . Geneva Switzerland (1997 And most important, all of these economic changes had been achieved with only a relatively small deterioration in the measured income distribution.
But by the end of the decade a very different view emerged. Although a number of the Asian miracle economies were severely affected by the Asian financial crisis, Indonesia fared worst, quickly turning from a "star performer" to the "sick man" of East Asia. Its economy proved less resilient to the Asian financial turmoil than other Asian economies and its recovery has been slower and more hesitant than that of the other affected Asian countries.
Given Indonesia's economic track record over the period 1985 to 1997, some observers thought it puzzling that the economy would suffer such a severe and sudden collapse when faced with an external shock. 4 A number of the stylized models that have been put forward to explain the depth and spread of the Asian crisis seem particularly relevant to Indonesia.
For example, Krugman 5 hypothesized that a prime cause of the crisis could be found in the "financial excess" that characterized much of the analysis about the newly emerging Asian economies. This analytic exuberance led many observers to overlook the institutional and policy problems that remained unaddressed, perhaps because the analysts assumed that these problems would eventually be rectified as economic progress made these shortcomings more obvious and the needed reforms less painful. Krugman also pointed out that often there was a willingness on the part of government to guarantee, explicitly or implicitly, the rate of return on projects of dubious economic value. Such guarantees enticed banks to over-invest in risky and unsound projects leading to an overpricing of assets. Eventually some external event, or a realization by the government itself that it has a limited capacity to finance the potential cost of future bailouts, results in a drop in asset prices. Such an asset price correction inevitably leads to a contraction of liquidity and insolvency for the banks that had financed these risky projects. As interest rates rise, banks are less able to accommodate borrowers who fall in to arrears, forcing the banks to eventually call in these outstanding loans. These elements create the beginning of an inevitable asset price correction and a downturn in economic activities. Although posited these ideas as a general description of the Asian crisis, it mirrors many of the events that actually occurred in Indonesia.
Radelet and Sachs sketch a different scenario, placing emphasis less on domestic policy failures and more on the inherent instability of the open economy model. In their view the trigger for a crisis such as the Asian crisis, lies in the vulnerability of the open economic system to financial panic. 6 A sudden withdrawal of funds by foreign investors triggers a major capital outflow that precipitates the crisis. The immediate cause for such a chain of events is the realization that a country's short-term obligations exceed the liquidation value of its assets, leading investors to "run for the exits" in an attempt to be the first to cash out their assets. This very action leads to a sharp depreciation of the exchange rate and a sharp contraction in economic activities, giving credence to the very concerns that triggered the action. When government then adopts a tight fiscal and monetary stance, as Indonesia did in an effort to stabilize the situation, the credit crunch results in a sharp rise in interest rates that increases bankruptcies and bank insolvency while doing little to stabilize the exchange rate.
Despite the differing descriptions of the origins of the financial crisis the core of both explanations is the assumption that the economic system was less well managed than the major economic indicators suggested. If so a closer reading of policy actions over the period 1980 to mid-1995 should reveal a number of fundamental weaknesses that undermined the economic fundamentals. Indeed a review Indonesia's economic reform effort suggests precisely this. Throughout the reform period one finds a number of seemingly minor policy missteps that were largely shrugged of in the euphoria of Indonesia's rapid economic growth. Eventually however these small missteps resulted in a severely weakened economic framework that collapsed in the storm of the Asian financial crisis.
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A useful analogy is the concept of "self-organized criticality," an idea that has its roots in chaos theory. Buchanan, 8 who has applied the idea of "self-organized criticality" to such diverse phenomena as earthquakes, stock market crashes and forest fires, notes that many events have distributions that follow a power law: there many small earthquakes, but few big ones. But the minor events may well presage a larger and more serious event. This kind of scaling characterizes numerous systems that are poised on the edge of changesystems that are in effect in a "critical state." As applied to an economic system, the idea of self-organized criticality suggests that an economy can tolerate many small shocks, all of which are seemingly shrugged off with little long-term impact. But eventually there is a major shock whose impact is less easily overcome, in part because the previous small shocks have undermined the strength of economic framework and its ability to handle a major shock.
Whether the idea of "self-organized criticality" has general applicability to economic systems remains to be seen but the idea provides an apt description of the evolution of the Indonesia political and economic situation during the 1990s. What appeared to many to be an economy that had a reasonable record of successful economic management was in fact a political and economic system whose strengths and institutional base had been progressively weakened through small actions or inactions. While none alone seemed to forecast difficulty the cumulative effect of this neglect to deal with emerging weaknesses set the stage for a major economic collapse. Hindsight makes it is easy to see the growing weakness of the political and economic situation and also leaves unanswered the question why so many analysts, including international credit rating agencies as well as private investors who observed some of these policy missteps first-hand, failed to recognize the fragility of the economy in time. There seems to be no easy answer to this
puzzle.
In what follows we describe economic developments in Indonesia and the evolution of Indonesia's economic reforms, highlighting the policy inconsistencies that arose over this period. These policy missteps did not appear critical at the time until one recognizes that they were accompanied by an erosion of the political support that the economic policy team had enjoyed for many years. To a large extent it was this erosion of support that led to a failure to extend the reforms and helps explain the incapacity of the Indonesian economy to deal effectively with the Asian financial crisis. Obviously hindsight provides considerable help in such an analysis but this is not intended as an exercise in "schadenfreude." Rather the lesson to be learned is that the basic macro-economic indicators often fail to reflect the growing weaknesses (or strengths) of the national political and social infrastructure that provide the essential framework for sustained economic growth. The collapse of the Indonesian economy illustrates the need for combining measures of globalization and international integration with a concerted effort to strengthen institutional framework such as creating an independent and reasonably competent judiciary, strengthening corporate governance and banking sector oversight, together with a political system open to change. Indonesia's progress on reforming its economic structure blinded many observers to its total disregard for improving the political, education, and institutional base that is a prerequisite for sustained economic growth.
The Early Economic Reforms
Indonesia's economic reforms have been extensively reported and studied, so only a brief summary is presented here. The "balanced budget" prevented government from resorting to deficit financing and served to shield the Minister of Finance from excessive financing demands that arose from time to time, a shield that proved even more important as the economy became more robust and financially secure, which made proposals for more grandiose expenditure targets more feasible. Despite the nominal adherence to the "balanced budget" rule the government resorted to "off-budget accounts" to fund numerous politically motivated projects, to help finance the government's re-election campaigns, and to fund persistent public enterprise sector deficits that were financed by borrowing from the state banks. While the "balanced budget rule" prevented any substantial reliance on domestic deficit financing, in reality the rule was less and less rigorously enforced and in the process becoming less of rule and more of a slogan that hid the true budgetary situation.
10
In 1971 the government eliminated all controls on foreign exchange transactions. Since nearly all developing economies, and even some of the more advanced countries, still restricted foreign exchange transactions, this was considered a highly controversial move, with some observers expressing concern that this move would undermine the hard won stabilization efforts. 10 Although it was common knowledge that there were off-budget expenditures, most notably those associated with the airplane industry managed by the Minister of Technology, later Vice-President and President, B.J. Habibie, the size of the off-budget expenditures were unknown, even to many senior policy makers. To that extent, the balance budget rule façade was a misleading index of fiscal discipline. 11 It may be seem puzzling that Indonesia could remove all foreign exchange controls and not face a serious currency collapse. However when this move was adopted in 1970, few Indonesians had significant rupiah resources to convert to dollars and the liberalization of the exchange control regime took place well before the era of large private capital flows so that there was little risk that a sudden capital inflow would appreciate the currency.
The government also took steps to unify the exchange rate and then moved to set up a flexible pegged exchange rate system which sought to maintain the real international value of the rupiah by adjusting the nominal rate to reflect changes in domestic consumer prices relative to international prices of its major trading partners. 12 Although at the time this was considered a reasonable exchange rate regime, and one that could provide sufficient flexibility for Indonesia's economic management, major exchange rate realignments rate were required in 1973, 1983 and 1986 , each time to deal with impact of sharp change in world oil prices. But after the last depreciation Indonesia's real exchange rate remained reasonably competitive for a number of years avoiding the need for further sudden large changes in the value of the currency.
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Source: IFS data.
Note that the real exchange rate remained relatively constant from September 1986, when the rupiah was last depreciated, through the early part of the 1990s, when the rupiah began to experience some modest appreciation. But after 1993 the effectiveness of the 12 The exact weights used to set the daily rate within a moving band were never explicitly stated although there is evidence that a preponderance of weight was given to the US dollar. 13 exchange exposure. Over time Bank Indonesia began recognize the inherent risk that borrowers were exposed to and widened the bands five times between 1994 and 1997 in a belated effort to increase the implicit cost of foreign borrowing. But even after the first widening of the band, the spread between the buy and sell exchange rates was approximately ± 1% from the middle rate, narrow by international standards. Use of such narrow bands became increasingly anachronistic as other countries, including a number of developing countries, adopted wider bands and more flexible exchange rate regimes.
Indonesia in fact failed to move aggressively towards a more flexible exchange rate regime and it was not until the 1997 the crisis that Indonesia was forced to set wider band before eventually adopting a floating exchange rate regime.
17
In the 1980s, when private capital flows became more common, and when Indonesia had established a reputation as a reasonable stable and well managed economy, a difficulty in exchange rate regime became apparent -Indonesia had to manage increasingly large inflows of capital. In the first instance these inflows forced Bank Indonesia to purchase foreign exchange to prevent an appreciation of the currency, purchases that were paid in local currency. Such transactions increased the money supply and unless the increase was absorbed, would exacerbate inflation. Indonesia's inflation rate throughout much of the 1980s and in to the 1990s was moderately high, ranging between 5 and 10%, but was typically close to 9%, about twice as high as in the inflation rate in neighboring Malaysia and Thailand. This unfavorable comparison strengthened the Government's desire to keep inflation below 10 percent, in effect setting an inflation target for Bank Indonesia's monetary policy. To mop of the 'excess liquidity' Bank Indonesia sold its own monetary instrument, the Sertifikat Bank Indonesia (SBI). The interest rate that Bank Indonesia paid on SBIs exceeded the interest return, after adjusting for currency depreciation, which it earned from its holdings of foreign exchange so that it sustained substantial losses from these operations. 18 Fane for example estimates that the sterilization of capital inflows 17 Former Governor Soedrajat noted that each time the intervention bands were widened, the rupiah appreciated, leading borrowers to minimize the risk in increasing their unhedged foreign currency borrowing. may have cost Bank Indonesia about Rp 1 trillion in both 1992 and 1993. 19 To absorb the growing capital inflows, Bank Indonesia offered higher SBI rates, raising overall interest rates. These higher rates attracted more foreign capital while the higher domestic interest rates steered domestic investors to offshore financial institutions to fund domestic investments. In short, while the exchange rate system worked well initially, over time, as domestic and international conditions changed, the adherence to the relatively fixed exchange rate regime led to significant and large unhedged foreign exchange exposure by many Indonesian companies. These conditions would eventually bankrupt numerous companies and domestic banks. The policy stance adopted in the 1970s eventually created some of the very conditions that helped destroy much of the economy when the Asian financial crisis broke.
The Active Reform Period.
In the early 1980s the "New Order" government was ready to turn its attention to series of economic reforms that slowly transformed the economy and laid the basis for a decade of robust growth. Three major areas of economic policy were reformed during this active reform period, 20 spanning roughly the decade of the 1980s. The reforms covered the fiscal system, trade regulations, and the financial system, and were carried out under the continued aegis of the "the economic team," that remained in charge control of the economic portfolios. Yet even as their success became apparent it also became clear at least to some observers that much remained to be done if the reforms were to become truly effective. Whether any further reforms, aimed at strengthening Indonesia's institutional infrastructure, would eventually have been undertaken and successfully implemented will never be know for by the early 1990s, this group of economists had lost much of its political support and found itself increasingly replaced by more nationalistic and technocratic bureaucrats, who often did not share the view that the economic reforms already in place needed further extension and strengthening.
A. Fiscal Reforms.
In the early 1980s the government began to modernize Indonesia's tax system. The immediate impetus was the realization that the economy was highly dependent on oil and gas revenues not only for its foreign exchange earnings but also for its domestic revenues. The economic team understood that the development of a modern economy required not only a diversification of productive capacity and exports but also the development of a stable tax base, and that meant a tax system less dependent on the energy sector. It was also clear that a highly complex tax system, with high marginal rates, was not only difficult to implement and destructive of economic efficiency, but open to considerable corruption. In 1983 a revised tax code was ready for adoption. It reduced the number of rates to three (15, 25, and 35 percent) and moved to a largely selfreporting income tax. 21 To increase compliance and deflect criticism that the tougher enforcement of the tax laws would disproportionately harm the lowest income earners, the cutoff point for taxable income was doubled, removing many of the low-income wage earners from the tax net.
Two years later, in April 1985, a value-added tax on domestic manufactures, using a single rate of 10 percent (in addition to zero rated activities) with very few exceptions was introduced. It replaced a complex system of domestic and sales taxes on imports that had created an anti-export bias in the fiscal system and favored the upper income groups.
It may well have been as Radius Prawiro, one time Coordinating Minister for Economy and Finance, noted "…the most important step in bringing equity to the tax system was the elimination of a plethora of exemption and loopholes."
22
The government also decided to eliminate the tax holidays for foreign investment, a reform that not only equalized the incentives for different projects but served to reduce the opportunities for rent seeking and it may well. This step was certainly the most controversial in the entire tax reform effort. Numerous observers argued that elimination of tax holidays doomed Indonesia's still nascent effort to attract foreign investment but the economic team stayed the course even when the levels of foreign direct investment pre-reform period, from 1980 to 1982; the early reform period from 1983 -86; and the active reform period, from 1986 -89. In the 1990s the reform agenda was allowed to lapse. 21 In 1995, the rates were further reduced to 10, 15, and 30 percent. 22 Radius Prawiro. Indonesia's Struggle for Economic Development: Pragmatism in Action. Kuala Lumpur, Malaysia: Oxford University Press (1998) p.235.
declined in the first year following the adoption of the new tax laws. Over time, as supporting policy reforms were put in place, foreign investment levels recovered and eventually began to rise rapidly, as is shown in Table 2 . 23 In fact Indonesia enjoyed a higher rate of FDI growth than other Asian destinations, most of which continued to grant tax holidays. The fiscal reforms focused next on a reform of property taxes. The increasingly rapid pace of economic development and the growth of the urban centers had increased the value of urban properties but as these higher values were not reflected in the property tax assessments, they increased property values generated substantial profits for the landholders but little revenue for government. While some improvements in the property tax system were achieved the final result fell short of what was needed to set up an 23 It is true that foreign direct investment levels rose throughout much of Asia and that much of the foreign direct investment in Indonesia was related to gas and oil exploitation. However even after eliminating some of the large natural resource exploitation projects, there was a substantial rise in foreign direct investment inflows.
equitable property tax system. In fact most efforts to reform and strengthen the fiscal system had came to an end by the early 1990s.
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Despite all the shortcomings of the fiscal reform effort, it yielded a substantial increase in government revenues and led to a diversification of revenue sources. Perhaps most notable was the shift in the ratio of non-oil and gas revenue receipts as a proportion of GDP, which rose from slightly over eight per cent in 1985/86 to nearly 12% in 1994/95.
Over this same period income tax receipts increased ten-fold, so that by the middle of the decade income tax receipts began to exceeded revenues from the oil and gas sector. The contribution of the value added tax also rose dramatically increasing by seven-fold over the period 1985 to 1995, albeit because of an extension of the coverage introduced in 1994. On the expenditure side, the fiscal reforms led to a reduction or elimination of numerous subsidies that burdened the government budget and the economy including reductions in the numerous subsidies to agriculture. One subsidy that proved more difficult to tackle was the energy subsidy. Like many resource rich economies, there was a strong belief that low energy prices were important for development while the kerosene subsidy was justified on poverty alleviation grounds since this was the major cooking fuel for low-income households. However even here the economic team, bolstered by a number of studies that showed the true costs and benefits of the energy policy and demonstrated that the kerosene subsidy was an inefficient poverty alleviation tool, made progress. In 1995 the government accepted a series of proposals to raise energy prices, bringing them more in line with world prices.
25
Despite some major improvements it was clear that the reforms left much work undone.
Indonesia's tax effort remains relatively modest in comparison to other similarly situated developing countries a result that is partly due to the modest tax rates put in place but also reflects the failure to strengthen the tax collection system.
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Large taxpayers continued to negotiate tax bills that reduced the amount paid to a level well below the 24 Cf. Jay K. Rosengard. Property tax reform in developing countries. Boston, MA: Kluwer Academic Press, 1998. 25 By 1996, for example, domestic gasoline prices were higher than their equivalent world price. In effect users of motor fuels were taxed at a level that offset, at least in part, the environmental costs of motor vehicle use. Unfortunately the policy of periodically fixing energy prices, rather than allowing them to float pari passu with international prices, eventually led to a large subsidy on energy reappearing as the world price rose and domestic prices were not adjusted. This remains a persistent problem.
actual amount due or even to nil, and evasion of the value added tax was common. Not only did government lose revenues but the tax reform effort was seen as having increased the burden on some while leaving the large taxpayers unscathed. When in March 1985 Indonesia became a member of GATT, it was determined that the export certificate program was in violation of GATT rules forcing the program to be formally ended in June 1986. a daunting task because a careful inventory of the various protectionist elements found them to be "… extensive, complex, and mutually reinforcing."
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The first salvo in dismantling the protectionist policy was announced in April 1985 when the government issued a number of decrees dealing with the administration of imports and exports. It was hoped that these measures, largely administrative in nature, focused on simplify the trade regulations would reduce the cost and time required to clear goods through Indonesian ports. Restrictions on inter-island shipping were eliminated or eased, facilitating domestic trade as well as economic integration. Greater use of foreign shipping was allowed, port operations were extended to twenty-four hours a day, and a private company Swiss, Société Générale de Surveillance (SGS), was assigned the task of assessing duties on all imports valued in excess of $5,000.
Next the economic team turned its attention to reforming the industrial policy, a policy shift that was spurred in part by a realization that the import substituting industries were highly inefficient and unable to compete in the world markets. But there was also a realization that only with the establishment of efficient labor-intensive activities would sufficient new jobs be created to absorb both the new entrants into the labor force as well as the large pool of underemployed workers. In May 1986 the government announced a second set of trade deregulations that provided a strong and clear statement of the new development strategy. Numerous non-tariff barriers were either removed or severely curtailed, exporters were given access to a duty drawback facility, the country's first export processing zones were established, and numerous tariffs were slashed.
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The trade liberalization process continued over for the next decade with indeed additional trade reform measures announced each year, generally just before the annual donors meetings.
31 Over time these reforms removed most of the remaining non-tariff barriers and further simplified trade related administrative procedures. Perhaps most important the reforms reduced the nominal rate of protection on manufactures to less than 10 29 Radius Prawiro, op cit. p. 268. In fact it took a substantial research effort to compile a comprehensive inventory of the tariff and non-tariff barriers. 30 The duty drawback scheme was initially seen as a model of efficiency and honesty. Over time it became less efficient and evidence accumulated that corruption had again crept in to the process.
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The timing was undoubtedly meant to influence the donors by providing evidence of Indonesia's continued commitment to trade deregulation, but it also played in to the hand of the more nationalistic percent in 1994, while the effective rate of protection fell to 20 percent 32 by mid-1990 and to six percent by September 1997.
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As the bureaucratic hassles and the costs of importing were reduced foreign producers became more willing to locate production facilities in Indonesia. This had the desired dual effect of forcing domestic producers to face some measure of international competition, enhancing their own competitiveness, and of creating much needed new employment opportunities in the export-oriented sector.
While the trade reforms were initially seen as a series of bold moves, it soon became clear that they had not tackled the protection offered to a number of important sectors.
Powerful political constituents or "well-connected" business groups often controlled these sectors. The economic team realized that if the reforms were to be truly effective they had to be extended to deal with some of these vested interests but efforts to extend the trade reforms were increasingly deflected by President, acting on behalf of the vested interest. Two classic examples was the treatment afforded to the automobile and to the steel sector.
While there had been some efforts to reduce the protection offered to automobile industry, consisting largely of automobile assembly rather than manufacturing, no real progress had been made in scaling back the protection afforded this highly profitable privately owned monopoly. Much the same was true of the monopoly on steel, a sector dominated by a state-owned company, PT Krakatau Steel. After some half-hearted measures to open up the steel sectors were put in place, government reversed tracks and effectively raised the level of protection to the steel industry. Under the guise of controlling "dumping" and the imports of "low quality steel" the government, in July 1992, increased the import surcharge on steel products. 34 elements in the society who saw it as evidence that the entire deregulation process was driven by a desire to please foreign donors rather than as an effort to improve domestic economic conditions. Indonesia to Korea. This, it was argued, meant that the local content requirement had been met even though the vehicle was now fully assembled in Korea. 37 In fact there was no capacity to manufacture the parts locally and ship them to Korea, so that in the end the "national car" was now simply imported fully assembled from Korea. But despite these setbacks the Timor continued to be fully exempt from duties and taxes. 38 Many senior government officials recognized that the "national car policy" would be considered a violation of Indonesia WTO recently signed commitments, and worked to find a face saving compromise but their efforts were turned down by the President. Eventually the WTO ruled against Indonesia. Sales of the Timor remained anemic and in a last ditch effort to support Tommy's venture, the government forced all government agencies and ministries to buy the Timor. 39 The entire national car experiment was ended by the jointly owned by BP Chemicals and Sigit Harjojudanto, another son of President Soeharto, then found its products uncompetitive, leading it to apply for, and receive, higher tariff protection. 37 It had become necessary to adopt this subterfuge when it became clear that none of the local assembly facilities would be made available to the new car company. It was also suggested that around 1,000 workers would be sent as trainees to Korea but Korean labor unions quickly put an end to that idea. See Chris Manning and Sisira Jayasuriya, "Survey of Recent Developments," Bulletin of Indonesia Economic Studies, Vol. 32, No. 3 (August 1996) pp. 18 -19. 38 In another effort to safe face, and to obtain WTO approval for the national car scheme, PT Timor Nasional was obliged to deposit funds, equivalent to the duties and taxes it would pay it if it could not meet the local content targets, with a designated bank. These funds would be redeemed if the Timor could meet the third year target on local content. But in typical fashion PT Timor Nasional did not have to raise the funds in the market. Some state banks were directed to provide the necessary funds, at below market interest rates, to the company. 39 Figure 3 , changed dramatically. In 1985, when the reform drive began, primary products such as rubber, coffee, tea, tin and aluminum, accounted for close to one-half of total non-oil exports. By 1997 their share had fallen to less than one quarter even though their absolute value had increased. Exports of garments, textiles, footwear, electrical products, paper and paper products, plywood, and furniture all grew rapidly, leading to a significant diversification of the export commodity structure. 1 9 8 9 / 9 0 1 9 9 0 / 9 1 1 9 9 1 1 9 9 2 1 9 9 3 1 9 9 4 1 9 9 5 1 9 9 6 1 9 9 7
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C. Reform of the financial sector.
Concurrent with the work on trade reforms the economic team turned its attention to the financial sector. At independence Indonesia had nationalized the Dutch-owned banks that dominated the banking structure, merging them into one institution, Bank Negara Indonesia (BNI). It soon became apparent that this monolithic structure was unworkable.
In 1968 a central bank was created and BNI was split in to five state-owned banks but various regulations continued to ensure that the state banks still dominated the financial sector. Interest rates were controlled and there were numerous programs that were meant 41 The same package also opened up a further nine sectors -sea ports; electricity generation, transmission and distribution; shipping; civil aviation, provision of drinking water; railway services; nuclear power generation; and mass-media -to foreign private investment.
to ensure the flow of credits to favored sectors. Bank Indonesia itself gave direct credits to certain enterprises in addition to giving liquidity credits to the banking system, primarily to the state banks, to promote a range of targeted activities. Critics questioned the wisdom of the low reserve requirement, arguing that it contributed to the weakness of Indonesia's banks. Eventually Bank Indonesia decided to raise the reserve requirement. same period the total number of bank offices for all types of banks grew from 9,434 to 14,286. Many small bank branches were established in rural areas bringing banking services to a portion of the population that had previously had limited access, if any, to the financial sector. The ratio of total assets of financial institution plus securities to GDP, a good measure of overall size and growth of the financial sector, increased from about 26% in 1969 to 124% in 1994. 43 Deregulation also contributed to a substantial rise in domestic savings and time deposits held by the banking sectors, providing a further stimulus to investment and growth.
Indonesia also moved to revitalize and strengthen another component of a modern -25 -small business lending and foreign and joint venture banks had to allocate 50% of their credit to export oriented borrowers, steps that reflected the continued desire on the part of some government officials to revert to a more controlled and directed monetary policy framework. The economic team continued to spend time and effort on formulating the principles and the drafting of three financial laws -the Banking Law, the Insurance Law, and the Pension Fund Law -but serious differences emerged between the Ministry of Finance and Bank Indonesia over these laws. As a result even after a new banking law was passed in 1992, these differences forced the economic technocrats to set aside efforts to enact a central banking law.
In financial sector reforms, as in other reform areas, there was an increasing resistance to extending the reforms and ensuring that they were effectively and consistently implemented. Even as the economic team warned of the need for further strengthening prudential regulations and of the need to improve bank supervision, members of the Presidential family, well connected business men, and supporters of a more interventionist set of development policies, led by Minister Habibie, pushed for a more expansive credit policy that would support a more capital intensive investment program.
Once again, at the very moment that the financial reforms had earned Indonesia a modicum of respect as a well managed economy, allowing domestic companies to access international capital markets, the economic team lost strength as power shifted to those whose inclination was for a more interventionist policy framework.
The Benefits of Reform: Perception and Reality.
The impact of these reforms can be measured at a number of levels. Appendix Table A-1 shows a traditional yardstick of economic performance: GDP growth and changes in its structure. Over the period 1985 -1995, Indonesia's gross domestic product, at constant prices, grew at an annual average rate of nearly 8.0%, so that per capita incomes rose from US$533 in 1985 to US$955 in 1995. 48 As one would expect the growth process transformed the structure of the economy. In 1985, Indonesia was still primarily an agricultural economy, with the agriculture sector contributing about one-quarter of GDP.
A decade later the share of agriculture in GDP had fallen to about 16% and the country 47 Financial Times, July 13, 1993.
transformed itself from a major rice importer to a country largely self-sufficient in rice.
The impact of the economic reforms introduced beginning in 1985, also raised measured total factor productivity. Collins and Bosworth estimated that total factor productivity growth in Indonesia for the period 1973 -1984 contributed about 12% to the growth in output per worker, while physical capital contributed some 77%. 49 But during the reform period, 1984 to 1994, Collins and Bosworth estimate that the contribution of total factor productivity nearly doubled, rising to over 24% while the contribution of physical capital to the output per worker fell to 62%. These developments impressed foreign analysts and observers, deservedly so, who gave Indonesia well-deserved kudos for its economic management. These developments led to a rise in Indonesia's long-term foreign currency debt rating which had been set at BBB-on December 7, 1992 but which was raised to BBB on March 18, 1995. 50 While the weaknesses in the banking system, in tax collection efforts, and in numerous other areas, as well as the shift of power away from the economic technocrats to policy makers more willing to give emphasis to government led industrial development, were well known their potential impact on Indonesia's future development were not yet visible and thus to easily discounted.
The sharp decline in poverty and the increase in rural incomes was partly the result of the growth process but also owed much to the adoption of development policies with a strong rural bias. These policies helped ensure that the considerable resources extracted from the natural resource sector were devoted to improving the rural physical infrastructure so that rural production centers were effectively linked to the growing urban markets. And as the economy shed its import substitution bias these same rural areas had increased access to world markets and to the domestic factories that were linked to them. 51 In this 48 See Appendix 51 Easier transport also connected what had been largely rural pools of underemployed labor with the new wage-labor opportunities in the cities. Indeed the close links between the rural and urban labor markets is an unusual aspect of Indonesia's development. In times of economic stress, such as the period following the financial crisis of 1997, newly unemployed rural workers return to the rural areas and are re-absorbed in rural agricultural activities. regard Indonesia's development effort certainly differed from many other such efforts that tended to neglect the rural/agricultural sector in favor the urban/industrial sector.
Rural economic growth was further strengthened by subsidies for major agricultural inputs, especially fertilizer and pesticides, and by government efforts to maintain a stable price environment for a number of important agricultural commodities, including rice.
The government considered rice self-sufficiency a major policy objective. While typically food self-sufficiency is political goal the economic team correctly argued that relying on the world market for domestic supplies was a risky proposition. It put forward the notion that maximizing rice production, even in excess of efficient levels, was not without economic merit given a thin world market and a large, poor population that was heavily dependent on rice as the primary source of calories. In his analysis of food price policy, Timmer, a long-time consultant to on food policy issues in Indonesia, notes that
"[i]n rice-based economies, rice price policy can affect economic growth, income distribution and political stability -three important factors in any policy-maker's objective function."
52 The economic policy team agreed and a national logistic agency, BULOG, was created to oversee the implementation of the national rice policy. The efforts to stimulate rice production and maintain a reasonable degree of rice price stability were, according to many observers, achieved at relatively modest cost during the 1980s when BULOG relied essentially market-oriented measures to achieve its goals.
Over time BULOG's role became more politicized and its function less economic in focus. The agency expanded its role beyond rice to include a number of other important food crops in which it played a leading price-setting role, often to the benefit of politically powerful parties. To promote further expansion of rice production it continued to subsidize major input, especially fertilizer, long after farmers had learned to use modern inputs efficiently. This resulted in an over use fertilizers and water, leading to sharply diminishing returns as well as environmental problems. Although initially the domestic procurement price for rice was set close to the world price, in later years, as the ruling party GOLKAR felt a need to shore up its rural political base, the rice price was set at levels that reflected political needs more than economic benefits. Between 1994 and 1997 the rice price was raised by more than 10% each year, a rate well above the domestic inflation rate, so that by 1997 Indonesia's rice price was some 40% above international prices. Not this led to the accumulation of approximately one million metric tons of rice, a stock pile well above the level judged necessary to ensure rice availability, and provided an opportunity for illegal rice imports from Thailand and Malaysia. While the initial rice policy had played a major role in improving rural incomes, and reducing rural poverty, the high prices now set by BULOG had a vastly different welfare impact.
In effect this policy transferred substantial incomes from rural rice consumers and lowincome urban households to net rice producers, that is from the rural and urban poor to the rural non-poor. By the time the financial crisis hit in mid-1997, the original well designed and effectively implemented rice policy had become severely distorted, BULOG had expanded its role well beyond rice and the agency had become mired in corruption.
The various reform measures, affecting trade and fiscal policies, resulted in a rapid growth in the industrial sector, which increased contribution to GDP from about 15% in 1985 to over 20% a decade later. Although much of the growth occurred in sectors engaged in the production of manufactured exports, many sectors that met the demands of the domestic consumers also expanded. As a result of the growth of the manufacturing sector, manufacturing employment rose from 5.8 million persons in 1985 to 10.8 million in 1996, an average annual increase of nearly 6%. Although the minimum wage, admittedly half-heartedly enforced, rose during this same period, the increase in labor cost was partly offset by an even stronger rise in labor productivity, which rose by more than 5% per annum between 1985 and 1996. 53 With the number of new manufacturing sector jobs created exceeding the number of new entrants to the labor force, the large pool of under-employed was reduced.
Political development theory sometimes argues that as growth accelerates, skeptics of market based policies would see these benefits and become if not outright supporters of such policies at least less critical of such efforts. While the growing middle-class did probably realized that economic reforms had delivered tremendous benefits, a large and 53 L. Peter Rosner, " Comparison of DEPNAKER and BPS Manufacturing Productivity Data.." Unpublished memorandum; dated March 24, 1997, Jakarta, Indonesia. often vocal section of society, including many in the universities, continued to question whether development benefited only a few well-connected persons rather improve welfare more widely. Although data on poverty, income distribution and welfare in general often paint conflicting outcomes, the bulk of such data suggest that Indonesia's economic growth provided for considerable improvements in the economic welfare of a broad swath of the population.
First consider the poverty data. Although there are well known methodological shortcomings in the poverty estimates derived from the SUSENAS (National Economic and Social Development Survey) data, the results brought together in Table 3 had contributed to a worsening of income distribution and had left the poor ever further behind? There are a number reasons that can help explain this paradox.
Consider first that the Indonesian poverty line is admittedly low, in fact lower than the oft-quoted World Bank poverty line of US$1.00/day. Hence even after the substantial improvements in the income levels of the poor, this still left many households facing extremely difficult conditions. To many observers the decline in the measured number of poor did not reflect the reality on the ground, which was that widespread poverty, still characterizes much Indonesia. While it is true that a higher poverty line would show more Indonesians living in poverty, it is also true that if a higher poverty line had been adopted at the outset and applied consistently over time, the data would still show a dramatic decrease in the measured number of poor. 57 A different perspective argues that poverty is not a static situation but rather one that characterizes different households at different times. In this dynamic view of poverty whether a household classified as poor or "near-poor" depends on the probability that certain factors will either push a family below the poverty line or raise it above the poverty level. Viewing poverty as a probabilistic event provides a vastly different perspective on who is poor or at high risk of becoming poor. The poor are now defined to consist not only of individuals below the poverty line but also those facing a high probability that price or income changes will push them in to, or out of, poverty.. 58 Defining poverty to include those below the poverty line plus those who face a high probability of falling in to poverty obviously increases the number of poor. However the critical issue is whether past policies that seemingly raised many households out of poverty also decreased the probability that those classified as "near poor," would revert to poverty status. 59 That issue is still not settled.
Another argument raised against the apparent success of Indonesia's development strategy turns the spotlight on the issue of income distribution. Indonesia: 1996 , 1999 and Beyond." SMERU Working Paper, June 2000 economic reforms argued that income distribution worsened throughout the period of rapid growth. There is in fact some evidence for this. The Gini coefficient, calculated from expenditure data, show that income distribution improved with the Gini-coefficient falling from 0.35 in 1970 to 0.32 in 1990. But thereafter the data suggest some worsening in the distribution with the Gini coefficient rising to 0.34 in 1993 and to 0.36 in 1996, a rise that occurred in both rural and urban areas although the increase in the rural Gini-coefficient was small. As always when dealing with income distribution data a strong dose of caution is called. In this case it is not clear whether the deterioration in the measured income distribution that occurred from 1993 on was a short run aberration or indeed the beginning of a more disturbing trend. On the basis of the available evidence it would be difficult to argue that Indonesia's open economy growth strategy led to a significant worsening in the distribution of income. 61 It is possible for measured poverty to decline and for income inequality, as measured by the familiar Ginicoefficient, to improve but for polarization to increase as the income distribution becomes more bi-modal. It is this polarization that appears to some to reflect a worsening of income distribution or a lack of improvement in the welfare of the poorer segments of society. Ravallion and Chen suggest that claims about rising income inequality may be based on a perceived increased polarization of the income distribution rather than on an actual deterioration in the distribution. This effect may well have 59 There are no time series data as yet that use the new probabilistic analysis of poverty so that it is not possible to see how past policies changed the probability of moving in to and out of poverty. 60 Perhaps less relevant Indonesia's income distribution compares favorably to that found in neighboring countries. Over the period 1993-98, the Gini index was 36. contributed to the persistent feeling in Indonesia that the result of many of the economic reforms was not an improvement in general welfare but only in the welfare of the rich.
The Denouement.
As suggested there was a weakening in the strong reform focus that had helped Indonesia grow rapidly any economy, it was not until the mid-1990s that a number of problems emerged that provided stark evidence that the ability of the economic team to manage serious macroeconomic problems had been substantially eroded. There was growing evidence that the economy was overheating in early the 1990s and the rapid growth in imports, combined with a slowdown in exports, suggested that the real exchange rate had appreciated. Although the government took some steps to reduce domestic demand, export growth remained weak and Indonesia's debt, especially short-term private debt, continued to rise.
The export slowdown, noted earlier, was partly due to a rapid rise in the minimum wage that raised production costs. When combined with the failure to keep the real exchange rate roughly constant, this eroded the competitiveness the competitiveness of Indonesia's labor-intensive export activities.. While the minimum wage laws generally had been widely ignored in the 1990s labor policy became a more serious issue partly because of growing labor unrest and partly because of the growing international charge that Indonesia's labor intensive exports were produced in "sweat shops." Those who argued that the enforcement of the minimum wage would help reduce poverty now also argued that raising the minimum wage was necessary to avoid retaliatory trade restrictions on labor-intensive exports. These arguments found favor with President Soeharto who urged that raising the minimum wage receive high priority in efforts to raise labor incomes and counter labor unrest.
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Whether this led to a more serious effort at enforcing the minimum wage is doubtful but it may well have resulted in a stricter enforcement for of the minimum wage law in foreign firms, especially those located in the various free-trade zones where they were easily subject to government scrutiny. Thus while the overall impact of the higher minimum wage might not have been particularly severe in general it may have had a disproportionate impact precisely on those firms that had been the engine of the export-led growth phenomenon. A 1994 review of macroeconomic developments noted that the exports of textile fabrics and garments declined, although there was a modest recovery in the following year, while the growth in shoe exports, which had decelerated every year since 1992, fell to an anemic rate of about 9% in 1995. The labor intensive "textile, clothing, footwear" (TCF) group as a whole experienced negative growth in 1994 and very slow growth thereafter so that for all of 1996 non-oil exports grew by only about 9%, the lowest rate of growth for such exports since 1990. The combination of slow manufactured export growth together with a continued strong demand for imports led to a current account deficit of 3.5% of GDP in 1996/97.
Equally disturbing was the decline in foreign private investment approvals in the first quarter of 1997 and the decline in international oil prices, all of which caused further concern about the widening current account deficit. And a report prepared in the A number of steps were taken to deal with the possible overheating of the economy and to improve the general macroeconomic climate. Bank Indonesia widened the intervention bands to around 3%, and then to 5%, of the mid-rate, hoping to introduce more flexibility into the foreign exchange market and warn offshore borrowers that there were considerable foreign exchange risks that had to be covered. But as happened a number of times before, the widening of the bands immediately saw the exchange rate rise to appreciation edge of the band, suggesting that the foreign exchange markets were not unduly concerned about any immediate depreciation. The government attempted to force the state-owned enterprises to scale back on their import levels and imposed ceilings on government foreign borrowing. It also took other measures to ensure greater access to foreign exchange reserves should the need arise. The slowdown in exports and the rising current account deficit played out against Indonesia's relatively heavy debt burden. In 1993, the World Bank ranked Indonesia as the fourth largest developing country debtor. 65 The stock of debt, shown in Table 4 , increased at over the following two years but with substantial increases in private nonguaranteed and short-term debt. 66 The rise in private debt reflected the increased capacity of Indonesian corporations to borrow overseas as well as their desire to use foreign financing since the interest rate charged on such funds often were substantially below domestic interest rates, even after due allowances is made for expected exchange rate movements. 67 As a result of these trends, the ratio of foreign exchange reserves to shortterm debt fell from 67% in 1990 to less than 60% by 1992 and to 53% in 1995, despite an increase in foreign exchange reserves. While data on short-term debt is now readily available, such was not the case in the mid-1990s in part because the economic team, suspicious that bank Indonesia would use the pretext of collecting such data as a means of controlling capital flows, rejected suggestions that some effort be made to record short-term foreign borrowing.
The economic team was aware that a number of Soeharto cronies, often joined by members of the President's family, used the state banks, always subject to political pressure, to join with foreign banks to fund a range of increasingly large dubious investment projects. Unfortunately foreign lenders assumed that the presence of the state banks implied a measure of sovereign guarantee. In October 1991, in an effort to control offshore borrowing, a cabinet level committee was formed to vet all large projects that had a govern- ment connection. 68 But many of these large projects, including the already mentioned Chandra Asri Petrochemical plant, quickly reconstituted themselves as fully foreign owned projects, thus avoiding scrutiny by the oversight committee. In other instances the decision of the committee was simply overruled. 69 On balance while the committee was able to slow down the rush to seek offshore financing for large uneconomic projects, it was never able to effectively control it.
Despite growing concerns that emerged in the early 1990s about Indonesia's economic management there were few immediate signs to suggest an immediate crisis. As proved to be poorly conceived economic programs. Moreover, these political realignments were played out against the background of an aging President whose failing health suggested that a transfer of power was not far off but who gave no sign that he had laid the grounds for a smooth transfer of authority. This raised the question of whether the reforms would in fact be carried to their natural conclusion, leaving investors to wonder whether, when some still unforeseen difficulty arose, it would be quickly and decisively dealt with.
When the Asian crisis reached Indonesia, foreign investors suddenly realized that the slowdown in the pace of economic liberalization, the continued lack of transparency in decision-making, and the interventionist policies in favor of well-connected groups, 68 Presumably any involvement of state bank was included in the definition of government involvement although the definition was never made entirely clear. 
